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Institutional Upgrade of HAMAG — Technical Assistance with

Assumption of the UNDP/EU Guarantee Fund

Inception Report

Introduction

HAMAG isthe Croatian Agency for SMEs, and operates under the Ministry of the
Economy. One of itsaimsisincreasing access to finance for SVIEs through guarantees
of commercia bank loans. HAMAG operates its own guarantee programs, and recently
has been working with the UNDP/EU to take over the management of a series of
guarantee funds targeted to provide funding for loans to individuads and to small
businessesin the Aress of Specid State Concern. All parties concerned agree that
HAMAG could benefit from inditutiona improvements to enable it to accommodate the
acquisition of these funds, as well as from the organic growth expected from its own
programs.

The overal objective of this scope of work, commissioned under USAID’ s Enhancing
SMEs Project, isto improve SME access to finance through stronger ingtitutional support
of guarantee fundsin Croatia The objective of thiswork isto ensure that HAMAG's
policies, procedures, and tools for managing guarantees follow acceptable standards of
financid management, for the continued benefit of SMIEs, particularly in Croatia s war-
affected aress.

The scope of work calsfor an action plan to be devel oped to cover the following
elements. Thisisto be developed following a two week inception period to assess
HAMAG ' sinditutiond capahilities, its database and MIS, its guarantee origination and
gpprova process, and its guarantee portfolio annual review process.

Action plan to cover:

1. Upgrading HAMAG' s adminidirative capacity with respect to its obligations and
commitments enumerated in the Genera Agreement between HAMAG and
UNDP/UNOPS, asss HAMAG in its efforts to fulfill those obligations and
ensure that the full trandfer of ownership of the UNDP / EU funds can be effected
in duetime.

2. Assging HAMAG to further develop its database and MIS so that it can
accommodate the additiona guaranteed loans from the UNDP/EU funds and
increased organic growth.

3. Heping develop an efficient mechaniam to conduct annud reviews of HAMAG's
entire guarantee portfolio, which is expected to grow with the acquisition of the
UNDP/EU guarantee portfolio and organically.



4. Assessing and making suggestions for improving HAMAG' s guarantee
origination and gpprova process. Such areview is gppropriate a this pivota stage
in HAMAG's development.

5. Assessing the feashility of developing for HAMAG and the Croatian commercia
banks a program smilar to the U.S. Small Business Adminigtration Certified or
Preferred Lender Programs. If feasible, such a program would streamline
HAMAG' s guarantee gpprova process significantly and dlow an expangoniniits
operations, therefore enabling it to increase SME access to finance.

6. TraningaHAMAG Croatian counterpart, who will assume responsibility for
overseeing the UNDP/EU Guarantee Fund portfolio.

Progress to Date
Thefallowing report covers three main aress.

=  Summary of HAMAG Guarantee Activities
=  Assumption of UNDP/EU Guarantee Activities
= Assessment of the Database and MIS Capabilities

Thereisafull report for each of these areas, including recommendations and suggestions
at the end of each section for improving and enhancing performance. In dl caseswe
consder the mark of successto be improved access to finance for SMES, and dl program
changes are suggested with the idea that changes will make the guarantee programs easier
to use and more user-friendly.

Summary of HAMAG Guarantee Activities

HAMAG has recently introduced a series of new guarantee programs for increased limits:
these range from Kn. 1 million for startup businessesto Kn. 5 million for growing SMIES
for expangon, up from previous limits of Kn. 400,000. More sgnificantly, these new
programs cdl for full payment of guaranteed amounts when the guarantees are activated,
versus the prior policy of smply making scheduled loan payments. The old programs
aso cdled for HAMAG to be fully secured with liens on collaterd, and in the future
HAMAG will only take an unsecured debenture from the borrower, thus dl collatera will
run to secure the unguaranteed portion of the loan. These programs are strong, and
address the shortcomings that were cited by the banks as unacceptable in the prior
programs. We enthusiagtically endorse the introduction of these programs.

Introduction of the new program terms required gpprova from the Minigtry of the
Economy, which required severa months of negotiation time. HAMAG has indicated

that it does not want assistance with the introduction of these new guarantee programs,
and a the moment is satisfied with its approva procedure. Most particularly, the
department head for guarantees &t HAMAG has indicated that the agency is not interested
in developing a preferred lender program, and does not think that such a program will be



appropriate for another five years. Based on our experience, as well as on discussons
with Croatian banks, we believe that a preferred lender program is necessary and
desrable, and we are recommending that the matter be reconsidered over the coming
months, with aforma or informa program established within Sx months.

We have adso made additiona suggestions concerning the guarantee issuance procedure
which we think will increase the number and qudity of loans and guarantees. We are
prepared to work on asssting HAMAG on indtituting any and dl of these changesto
procedure.

Findly, one of the tasks under the scope of work isto help develop an efficient
mechanism for HAMAG to do an annuad review of its guarantee portfolio. However, a
this point HAMAG does not have up to date information from the banks about the status
of the guaranteed |oans or on the borrowers, and is not regularly collecting this
information. We bdieve that thisinformation is criticd to the agency to managing its
contingent liability, and certainly to do annud reviews. Our discussons with the banks
indicate the banks consider doing regular reporting to be a part of doing business, and is
not an undue burden. We believe that thisis a good time to introduce and enforce
reporting requirements, and can be regarded as a minimd tradeoff for avallability of the
new guarantee programs.

Assumption of UNDP/EU Guarantee Activities

The mgor driver of the assstance to HAMAG iis the support in the takeover of the deven
guarantee funds for loans to returning refugees and SMEsin the areas of specid date
concern. Thesefundstota over € 5 million, and have generated some € 11 million of
loansin theseregions. HAMAG has been chosen as the successor agency to take over
these funds, asits interests in supporting SMESs coincides with the funds purpose.

The task for HAMAG s to continue to guarantee the SVIE lending of these programs.
The retail loan program will no longer be offered, and asthe retall loans are repaid the
collateral depodits pledged for the guarantees will be freed up to expand the SME
guarantee program.  The program is being administered through four regiona banks,
with assstance from local LEDAS and business service providers. Reportedly, the
qudity of portfolio and interest in lending to very smdl businesses in these economicaly
depressed counties varies subgtantially from bank to bank. The task here will be to get to
know each of the banks and their portfolios, and either encourage them to continue to
make |oans to the target borrowers, or to find other lenders that can do the job. Most of
the tasks in the action plan spesk to this task, starting with assessing the qudity of the
loan portfolios. While some initid meetings have been held with the banks, this task

will begin in earnest once HAMAG has hired a new staff member to handle the
assumption of these programs.

A set of recommendations at the end of this section are mostly concerned with the
assumption activity, but there are dso two specific suggestions concerning the Transfer
Agreement anong HAMAG, UNDP, EU, and the bank participants. These changes



would dlow HAMAG to inditute more efficient guarantee gpprova procedures, as well
as to change the bank participants as need be to encourage more lending. The
beneficiaries of the program, SVIEsin the areas of specia state concern, would not be
subject to change.

Assessment of Database and MIS Capabilities

HAMAG has been operating with a DOS-based system, but isin the process of switching
over to a Windows-based system that is more user-friendly and will give the agency

much moreflexibility in collecting and reporting data. This system was reviewed by a
consultant with subgtantia experiencein I T applications for banks and loan portfolio
monitoring. He has given the system and the I T gaff high marks, with some suggestions
about safeguarding the server, documenting the new system, and safeguarding data
backup. He aso does not anticipate any problems in capturing the data from the UNDP
programs.

Summary of Progress on the Six Tasks

1. Upgrading HAMAG’s administrative capacity with respect Agreement
between HAMAG and UNDP/UNOPS —in process. Thiswill be continued
through mestings with the banks and LEDAS, and will include development of
samplified procedures for guarantee approvals.

2. Assisting HAMAG to further develop its database and MIS so that it can
accommodate the additional guaranteed loans from the UNDP/EU funds
and increased organic growth — review is complete, system is deemed to be
robust and capable of meeting information needs and handling the new loan
funds.

3. Helping develop an efficient mechanism to conduct annual reviews of
HAMAG's entire guarantee portfolio — suggestions have been made in this
report for the verification of the contingent liability, and collection of datain the
future. HAMAG will be asked to commit to requesting this informetion by a date
certain.

4. Assessing and making suggestions for improving HAMAG's guarantee
origination and approval process — Thisreport doesinclude arange of ideas on
this subject, and ESP/the consultant are prepared to work on this further.

5. Assessing the feasibility of developing for HAMAG and the Croatian
commercial banks a program similar to the U.S. Small Business
Administration Certified or Preferred Lender Programs — HAMAG will be
asked to commit to developing and indituting a preferred lender program by a
date certain.



6. Training a HAMAG Croatian counterpart, who will assume responsibility
for overseeing the UNDP/EU Guarantee Fund portfolio - HAMAG has
advertised for and is interviewing candidates for this pogtion. Additiona work
on evauating and assessing the UNDP portfolios will recommence once this
personisin place, estimated to be in early March 2005.

Next Steps

Following review of thisreport by ESP, USAID, and HAMAG, ESP and HAMAG will
undertake to conclude a commitment memorandum summarizing the seps thet it will
take together to implement these recommendations, including dates for accomplishment
of tasks.

Thework on the assumption of the UNDP loan portfoliosis expected to take place
garting in March 2005.



Summary of HAMAG Guarantee Activities

HAMAG isthe Croatian Agency For SMES, which operates under the Ministry of the
Economy. The main objectives of agency are 1) the certification program for
consultants, development of consultant network and education, and 2) the adminisiration
of guaranty schemesfor SMEs. HAMAG was created two years ago, largely asa
successor to HGA, the Croatian Guarantee Agency, and took over its portfolio of some
3,300 guarantees and 25 employees. After a sugpension of the program for sometime, it
darted issuing guarantees again in mid-2003.  Since that time, however, the program’s
activity has been dight, issuing only 9 guarantees in 2003 and 12 in 2004.

New Guarantee Programs

HAMAG has just introduced new guarantee products which it thinks will respond more
to market conditions and demand. The provisions of these guarantees were approved by
the Minigry of the Economy in the fal of 2004, and HAMAG is now publicizing the
program through mailings to the banks, information on its webste, and most sgnificant,
vigts to both the head offices and regiond offices of the banks. HAMAG indicates that
the programs are being well-received, and substantia activity is expected. The agency
has targeted issuing 400 — 500 guarantees in 2005, and says that the Minigtry of the
Economy wants 1,000. Terms of the new programs are as follows:

New guarantee programs: Approved by government in October 2004
Program Name Maximum Guarantee | Maximum interest
Loan Amount | percentage | rate/origination fee
Areas of Specia State Concern Kn 2 million 70% 8%/ no fee
Agriculture Kn35million | 50% 7% / 0.95% fee
Growth and Devel opment Kn 5 million 50% 7%/ 0.95% fee
New Businesses (under 2 years) Kn 15 million | 80% 7%/ no fee
Working Capita Kn 3 million 40% 9% / 0.95%

Changes in program:

=  Principd only guaranteed — previoudly interest was covered as well

= HAMAG will pay full guarantee when activated (previoudy made scheduled
payments) after bank has started collection procedure

= Collatera will run only to bank — HAMAG will take a debenture from borrower

= Within 30 — 60 days following disbursement bank must provide evidence of use
of proceedsto HAMAG, which then confirms that oan has been used as expected
and guarantee is vaid (or that guarantee amount is lower, if useis not as stated) —
previoudy, use of proceeds was only provided when guarantee was activated, and
insufficient documentation or ingppropriate use of loan proceeds caused HAMAG
to decline to honor guarantee

These changes have been well-chosen, and reflect the need of the program to be willing
to accept more risk than the banks themselves. It aso gppears that the procedures will be
cleaner and more straightforward. Historically some of the guarantees when drawn upon




were not paid either because funds were not used as intended, and/or because the bank
could not demondtrate that funds had been used as intended, likely because
documentation had been lost over time. This new procedure stresses the importance of
the proper disbursement of funds, but aso includes a confirmation that  the bank and
HAMAG agree, long in advance of any possible guarantee activation, that thiswill not be
anissue.

Existing Guarantee Portfolio

In totd HAMAG or its predecessors have issued 3,326 guarantees have beenissued. The
actud outstanding contingent liability does not seem to be reedily available; severd days
after requested the agency advised that 1,544 loans had been paid off, suggesting that
about 1,692 loans are outstanding (and 90 activated). The estimated vaue of the total
contingent liability is Kn 254,812,050 (average of Kn 153,600, about €20,350 or
$25,750 per loan). These figures are based on amortization schedules.

It isimportant to note that HAMAG' stotal resources for guarantees is Kn 500,000,000,
about € 66 million, or $86 million. At this point its resources are not even leveraged 1:1.
Given that guarantees are unlikely to be caled upon, HAMAG can issue more guarantees
than it has funding for (not unlike an insurance company, which expectsto pay on only a
smal number of its policies every year). At present the agency has an activation rate of
about 3.5%, suggesting that it could guarantee up to Kn.28.6 for every kuna of payment
that it expectsto make. More conservatively, if the agency targeted a 10:1 leverage
(suggesting that the default rate will be 10%), it could guarantee some twenty times more
loan volume than it is presently guaranteeing.

The most active banks in the program have been Zagrebacka Banka, Privredna Banka,
Splitska (now HVB-Splitska) Banka, and Satingka Banka. The firgt two are the largest
banks in the country and represent the domestic banks (although now both owned by
Itdian parents), and Satinska Bankais one of several small domestic banks. Thislist
does not include any of the large foreign banks that have entered the market in recent
years. Given the substantial amount of bank assets that these ingtitutions represent (Erste,
Hypo, and Raiffeisen together hold about 28% of bank assets as of 30 September 2004) it
will be important to reach these banks and encourage them to be using the program as a
part of their SME lines of business,

HAMAG as0 does loan guarantees for HBOR, the state development bank. At some
point HBOR' s sources of funds should be considered, as it seems ingppropriate for one
government agency to guarantee the obligations of another. To the extent that HBOR is
lending funds passed through from international commercid banks the guarantees may be
acceptable. We dso do not believe that HAMAG should provide a guarantee of funds
sourced from multilateral donor/lenders, Snce the government, through HBOR, is aready
liable for these funds, thus the HAMAG guarantee is redundant. At this point HAMAG's
guarantee capacity is huge, but as more guarantees are granted the guarantee funds will

be more leveraged, and excluding HBOR from the program would facilitate more private
lending to SMEs.



Both the old and new guarantee programs have had requirements for banks and lenders to
report year end data, but has not seen much followup. We consider thisacritica gap in
HAMAG's program management, and will discussit at length later.

Historicaly HAMAG hasalow leve of activations on its guarantees at |ess than 4%, but
it does expect these rates to go up with the more libera terms of the new programs. To
date the activation experience has been as shown below. There has been no particular
concentration of bank cals for payment. HAMAG attributes the low activation rate to
date to a strong vigting program to the borrowers, and the fact that 1oans were smal, and
borrowers could pay them from other sources .

90 guarantees have been activated, and of these:
= 48 fully pad
= 15 refused, conditions not met (not used for purpose intended, collatera not taken
as planned)
= 27 in process— 14 of these will be refinanced or written off (paid off by Ministry
of Agriculture)

Loan Approval Procedure

HAMAG ' sloan gpprova procedure is summarized below, and isatypica patternfor a
guarantee program in which both the lender and the guarantor are charged with the credit
decison.

Procedure —

=  Entrepreneur presents business plan, etc., to bank — plan often prepared by a
consultant, may be on World Bank format — includes amarket andyss

= Documents provided — legd status (incorporation papers, sole proprietorship, etc),
regidtration with court, borrowing resolution provided to bank, c.v.’s, financia
documentation as prepared by business (balance shest, profit and loss— may be
prepared by an account service— HAMAG may ask for more details), copy of the
owner's own identity papers

= (Minigtry of Defense documentation of veteran satus— HAMAG refunds
application prep cogts and/or pays interest in advance to bank — these grants will
not be provided under the new system)

=  Bank documentation — gpprova/anadyss, collaterd and insurance requirements

= Application for guarantee from bank, also signed by entrepreneur, with checkoff
list of documents provided

» Infoisinput to HAMAG database (which can later generate guarantee documents,
once al gpprovas have been put in)

= Loan andyd then does HAMAG andyss, judtifying approva or decling, a
paragraph on background, prior experience, new project, comments on the
collaerd, loan conditions

= Sitevidt for larger or more complex requests

» The guaranteeis approved by the loan officer, her supervisor, and the agency



= Theguarantee letter isissued to the bank, and must be signed off by the agency,
the bank, and the borrower

= The bank provides a copy of its contract with the borrower

= Documentation is later sent to show use of proceeds

The loan analyst who described the procedure indicated that |oan analysts could look at
20 — 30 applications per week, which seemsfar too high, particularly if agtevistis
necessary, and if the andyssis any more complex or requires more information than is
aready supplied in the bank andlysis. Higtoricdly the loan analysts did Site visits, and
the new procedure requires this. There are three loan andysts on staff at present, and it
seems likely that the new system will quickly back up unless there is some corner-cutting
and amplification of procedures.

Introduction of a Preferred Lender Program

The most expeditious way that guarantee programs worldwide have used to generate alot
of activity and to leverage bank resourcesis by authorizing the banks to decide
themselves whether or not a guarantee should gpply to the loan. There are arange of
ways to do this, usudly with program provisions such as the fallowing:

» Prefered lender statusis applied for, or authorized, based on prior performance —
the bank has dready submitted a number of acceptable loans for guarantee

= Thebank’s guaranteed loans, on average, maintain certain quality sandards (e.g.,
no more than 5% or 10% portfolio at risk, based on 30 day arrears)

= The preferred status is not given to large banks as awhole, but is conferred on
regiona or branch offices

= Rather than submitting afull application with financid statements, the bank
submits summary information on the borrower and the guaranteed loan, including
a certification that the borrower has appropriate registration status, loan
documents were executed appropriately, and that funds were disbursed as
described. (HAMAG would reserve the right to audit such documents as
necessary, and the lender would be prepared to submit them in the event the
guarantee was called upon.)

= The guarantee may be limited in amount — for ingtance, only for loans of Kn 1
million or lesswould be digible for a bank-designated guarantee; larger loans
would be subject to review

= Thetotd amount of guarantees for asingle inditution (or asingle regiond office)
would be limited to a blanket amount, for ingtance, Kn 40 million (Thisis known
as aportfolio guarantee.)

= The guarantee percentage could be limited. For ingtance, if alender sdif-
designated a guarantee to a growing enterprise, the guarantee amount might be
40% , ingdtead of the 50% that would still be available under the regular guarantee
process.

HAMAG hasindicated that while it is familiar with the preferred lender concept (from a
Study tour that covered the Netherlands' SME guarantee scheme) it saysthat it does not



trust the Croatian banks enough to implement such a procedure, and would not expect to
do so for another five years. Ultimately however, we consider such a provision necessary
if the program is going to reach the volume of guarantees and underlying loansto SMEs
to have a sgnificant economic impact, and specificaly to meet the Minigtry of the
Economy’s 1,000 guarantee target for the year (or even HAMAG' s 400-500 guarantee
god). Whileit would not be appropriate to immediately introduce such a provison while
the new guarantee programs are being put in place, this concept should be discussed
again in depth, particularly with the banks that are active in the new program, in the next
gx months. It may dso be possble to unofficidly indtitute a preferred lender program by
doing amuch quicker review on guarantee requests from lenders that have submitted
severd gpplications of appropriate qudity.

Information Collection and the Use of Information

The section on the information technology system extensvely describes the old and new
systems and capabiilities, so thiswill not be repested here. In summary, however,
HAMAG is able to sort and present information on the guarantees by type of regigtration,
county, line of business, amount of loan, number of employees, and bank.

From a user’s perspective, however, two aspects of the system concern us. 1) thelack of
independent verification of data, and 2) the gpparent lack of usage of the information that
isavalable.

Severd of the HAMAG employeesinterviewed expressed a desire to have a computer
system that could calculate the amortization schedules of the guaranteed loans, that was
robust enough to incorporate al the ways that the banks account for loans, effectively so
that HAMAG would not have to rely on the banks for amortization information.

While we appreciate the concept of being able to project the loan paydowns so that the
agency can plan on the usage of the guarantee funds, it would be unusud for aloan to
pay down exactly on schedule. If aloan is caculated on asmple interest basis, for
ingance, any payment made not on the due date will dter the amortization schedule
somewhat. Since the banks are the master record keepers of the loan accounting and
HAMAG merdy ashadow, it isvitd that HAMAG confirm loan status information with
the banks from timeto time. These data are critica to verifying HAMAG' s contingent
ligbility exposure. Additionaly such informetion isimportant for HAMAG'sown
planning process.

HAMAG has indicated that both the old and the new procedures and agreements call for
the banks, and the borrowers, to report data to it from time to time, but HAMAG has
found both unresponsive when it asked for information. We do think, however, thet it is
timeto revigt thispoint. HAMAG is offering strong, responsive guarantee programs,
and aminima amount of reporting, which likely can now be done dectronicdly, is not

an onerous burden.
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The other aspect of information usage which we find surprising a HAMAG isthe lack of
regularly generated reportsin use. During aweek of meetingswith HAMAG we were
never provided with copies of reports that are in use around the office. Requests for
information could not be immediately answered, and it took aday or two to determine
that the agency had approved 12 guaranteesin 2004, that 1,544 loans had paid off, and
that the agency’ s exposure was Kn 255 million (estimated, based on the projected
amortization of the loans). We did not see reports of usage by county or line of business,
or average origind loan Sze.

It may be that the guarantee program has been so inactive that such reports are seem as
meaningless, or the reports so unchanging that some datistics are known by heart.
However, we hold the view that merdly having the capacity to generate reports, which
both the old and the new systems can do, is not enough. Thereis no point to paying for
an information system if the information is not used, and we do not believe that the
agency can be actively managing itsdf without regular information reports. HAMAG
could be playing a Sgnificant role as a source of information on SMESs by regularly
generaing reports, and could get to know its own clientele much better, including, for
instance, knowing where the concentrations of lines of business are geographicdly, and
knowing which banks finance different sized businesses.

Recommendations For HAMAG — Guarantee Program

Information Collection

HAMAG does need to get some information on aregular basis from the banks, most
vitdly to track its contingent ligbility podtion. Thereis dways atemptation to ask for a
lot of information, but HAMAG needs to keep in mind that thereis a cost to the banks of
doing this reporting, so requirements should be smple, easy to obtain, and easy to
provide. Reporting format should be flexible (i.e., written, e-mailed, sent eectronicaly —
even through a web-based application).

In discussions with the banks we note that they do not consider the idea of reporting on a
particular portfolio unusud or difficult, and do regularly report to other agencies, such as
the World Bank and EBRD, on a quarterly or semi-annud basis.

Determine HAMAG's contingent liability
= The current guarantee portfolio needs to be inventoried, so that HAMAG can
confirm the following information:
0 Loan date, maturity date
o Outdanding loan baance
0 Statusof loan (0-30-60-90 days past due)
0 Loansrepad
Thisinformation is needed to determine HAMAG' s contingent liability, also so it can
forecast activation of guarantees.
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Thismay be most easily be done by providing a schedule of HAMAG' s record of
outstanding guarantees to each bank, and asking the bank to confirm or correct the
information. Rather than just providing a printed report we suggest that the list be
provided as an Excel spreadshest, so that data can be transferred into the loan accounting
sysem.

Collect contingent liability data on a quarterly basis
= |nformation on the outstanding guarantees should be collected on a quarterly bass
(or, @ very minimum, asemi-annua basis, amonthly basis would be even more
desirable):
0 Outganding loan balance
0 Statusof loan (0-30-60-90 days past due)
0 Loansrepaid since last report
In addition to confirming HAMAG' s contingent ligbility, the past due information is
needed for treasury management and risk management. AsHAMAG consders adopting
a preferred lender program, the status information will be significant in rating the lending
capabilities of the banks.

Collect borrower performance data on an annual basis
= Annudly collect data on borrowers:

0 Totd asstsas of year end

0 Totd sdesfor the year ended

0 Number of employees
These data are quite Smple, but can provide a strong basis for demonstrating economic
performance and growth. The basdine financid data are available as a part of the
application, and are typical information for the bank to collect on an annud basis(i.e, a
bank will standardly request an annuad report from an active client, which would include
the total assets and totd sdesfigures; asking about the number of employeesisabasic
question that would be posed at an annua client review).

Note that HAMAG dready inputs three years of total assets and tota sdesfigures, so it
would be easy to do somered trend andyss. The growth in the number of persons
employed by the borrower firmsis probably the most significant Satistic that an agency
promoting SMEs can generate. While the guarantee program cannot, and should not,
directly clam that it created either the employment increases or growth in sales and
assts, it can cite that the clients that it supports are enjoying these increases in business.

New Guarantee Program Implementation

As noted above, HAMAG has revised its guarantee programs and policies to be more
attractive to the banks, and we do expect that the guarantee programs will be far more
actively used. We are hearing that the banks are enthusiagtic and interested in the
programs. In our reviews of the programs and contacts with the banks, we do have
severd suggestions to offer to generate even more acceptance of the program.



. Develop a handout that explains HAMAG'’ s position as an agency under the
Ministry of the Economy and itsfinancial backing for guarantees. One of the
large foreign banks indicated to us that it did not know HAMAG, and would not
even condder using the program without being assured of HAMAG' s &ility to
honor guarantees.

. Follow up on all the mailingsto the banks, and schedule meetingsto explain
the program further. Our contacts with some of the smaller loca banks indicate
that they have recaeived the information about the program and are quite

interested. While we recognize that the coverage of the larger banks is grester,
some of the smaller banks are exclusively looking at SMIE lending as a specidlty,
hence may be some of the most active users. There are severd examples
worldwide of banks that have successfully devel oped guaranteed SME loans as
their main line of business, and these banks will aggressively promote their
programs.

. Createacustomer servicerepresentative/contact for each bank. A good way
to devel op a strong working relationship with the banksis to designate a contact
person for each bank who can call on the bank, encourage applications, and
troubleshoot.

. Encour age the banksto appoint their ownn HAMAG “guru” who will work
directly with HAMAG. This person will get to know the HAMAG programs
and provisons wdll, and can be an effective funnd and filter to speed the bank’s
guarantee gpplications through the process.

. Develop atraining program in the use of the guar antee programs, primarily
for usein the branchesin theregions. Asthe program isintroduced certain
elements will emerge as requiring more explanation and detall, and a brief

training course (2 hours or so) can cover case studies which highlight these points,
and explain the program in generd to branch employees, and be regularly

repeated to cover the congtant addition of new staff in the bank branches.

. Develop a quick credit review procedureto deal with a volume of loan
applications. As noted above, the banks are looking for quick answers on the
guarantee decisons, and HAMAG does not have the staff or resources to give a
subgtantial volume of guarantee requests the same scrutiny. ESPis particularly
positioned to help in implementing such areview procedure, which could be an
adaptation of a credit scoring system.

. Develop apreferred lender program. Asnoted above, thisis needed if the
program will be able to ddliver the economic impact and benefit for SMIES that it
intends, and specificaly to meet the Ministry of the Economy’ s targets for new
guarantees. Details of the range of preferred lender options are shown above, and
ESPis prepared to provide substantial assistance on this.

. Start to publicize success stories. While the banks are the main clients of
HAMAG, more information about the program can generate SME client interest,
s0 that the SMES are seeking guaranteed loans, and seeking out the banks that
know the program. We would aso expect to see promotion by the banks of
HAMAG guarantees as an available bank product.

. Expand the program to non-bank lenders, such asleasing companies.
Leasing companies face some operating restrictions in Croatia because of
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10.

11.

provisonsin thetax laws. However, leasing represents an attractive dternative
form of finance for equipment purchases, which can be sgnificant to growing
businesses. Note: we recommend that HAMAG prohibit any guarantees for
private passenger vehicles or private company flegts.

Be prepared to respond on inquiries concer ning the changes affecting the old

guar antees. One of the attractive aspects of the new guarantee program is the
immediate payment of the full guarantee, and should be applied to the old loans if
possible. Further, we hear anecdotdly that some banks are not willing to
participate in the new program unless old guarantees are paid as requested. While
we recognize that the bank may not have provided the necessary documentation to
justify payment of the loan, we think that HAMAG may wish to reconsider these
cases. Aslong as the request does not seem abusive (e.g., the loan did not benefit
an individua at the bank, loan usage seems reasonable but documentation has
been logt) it may be worth negotiating a settlement with the bank. We concede
that HAMAG might be totaly correct about its postion of not paying, but if this
posture causes a bank to not participate in the new program the ultimate loss will
be fewer loansfor SMEs.

Develop a “new attitude” towardsthe banks. Thisisalesstangible
recommendation, but ultimately is the most important. HAMAG has not had a
good reputation with the banksin the past few years, and in turn has faced
difficultiesin working with the banks. HAMAG' s attitude, however, must be that
its relationship with every bank is sarting afresh from this point. HAMAG will

not be successful in accessing finance for SMEs unlessit formsred partnerships
with the banks, and both parties redlize that they share the same interestsin
developing good SME clients.
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HAMAG Approach to Assumption of the UNDP/EU Guarantee
Programs in the Territories of Special State Interest

Introduction and Background

HAMAG is preparing to take over the UNDP-directed (UNDP and EU funded) loan
guarantee programs that operate in the areas of specid state concern. There are two types
of guarantees:.

Retail program — (5 programs) loans of up to € 8,000, which are 50% guaranteed
(maximum € 4,000 payment) for individuas. Loans were originated by UNVs
(United Nations volunteers: loca agronomists and economigts; were paid about
$800 amonth) who visited and assessed clients, and then loans were booked by
locd banks. Approximately 1,600 of these loans were made, and about 60% of
them are outstanding. The average loan Szewas € 3,720.

Corporate program — (6 programs) loans of up to € 70,000, which are 50 — 70%
guaranteed (maximum €49,000 payment) for SMESs. These loans were originated
by LEDAs or loca business service providers, and approved by a credit board
including the bank, the LEDA, and UNDP representation. About 250 of these
loans were made. The average loan size was € 28,800.

All of the loans were guaranteed by the deposit of Euros or US dollars into the bank, and
each bank is holding more cash than is needed to secure the loans, both because
maximum |loan levels have not been reached and because earnings on the funds, at low
rates such as 1-2% per year, have not been paid out.  Asof 30 April 2004, the following
amounts were on deposit in the banks (both pledged and unpledged):

Accountsin Euros| Accountsin Dollars
Principd 4,085,000 1,310,000
Accrued Interest 118,945 56,659
Totds € 4,203,945 $ 1,366,659

The plan on trangferring the guarantees and guarantee funds is that the retall loan
program will be stopped, that as the loans pay off the pledged guarantee funds will be
available for HAMAG SME guarantees. The SME programs will be continued.

The transfer of the programs was expected to occur shortly, but there has been some
discussion between UNDP and EU concerning aclause in the transfer agreement which
cdled for the funds to be conditiondly transferred to HAMAG, with reporting on activity
and areview in ayear’ stime on performance. |If the performance was unsatisfactory, per
the agreement, the funds are to revert to UNDP. SME guarantee programs were to be
maintained for at least three years, and after that HAMAG would be free to use the funds
asit chose. The EU prefers that the funds just be unconditiondly transferred to
HAMAG, arguing that the funds were intended to go to the government of Croatiain
some fashion. It isassumed that this problem will be resolved shortly, and that the
transfer will go through.

15



While extensve work was done by UNDP to assure itsdlf that HAMAG had the legal
authority to take over the funds, an appropriate accounting system in place, adequate
gaff, etc., it gppears that little attention has been given to the loan portfolios themsdves,
or to the banks and LEDASs administering the programs. The transfer agreement suggests
that HAMAG will continue the SME programs on an unchanged basis, but discussons
with persons who have been involved with the programs indicate that the banks and
LEDAS levdsof skillsand interestsin continuing to lend to smal SMEs, frequently
gartups, in the poorest areas of the country, vary widely. These programs were
established to respond to needs in areas that had been affected by the recent war, but
times and circumstances have changed, hence program changes should be expected as
wdll.

At this point, it isimportant for HAMAG to take an activist gpproach to taking over the
UNDP loan portfolios. 1t needs to assess the strengths, weaknesses, and interests of its
prospective partners, so that it can plan how it intends to use the program to fecilitate
amall scae SME lending in the affected areas. We recommend that HAMAG develop a
plan for the overdl administration of the program, aswell as a plan for dedling with
individua banksand LEDAs. Summarized below are the issues that need to be reviewed
in the takeover of the program:

= Payment datus of loans and followup on past due loans
= Guarantee deposits
= Loansourcing and approval procedure

Thefina mgor consderation will be whether HAMAG should continue to offer the
program through the same bank and business assistance partners, or make changes.

Vejko Paus has written a thoughtful summary of possble changes that could take place
in the program to dign it to the HAMAG program, and some these suggestions have
aready been accepted (e.g., the retail loan program will be suspended). Referencesto
Paus s suggestions will be included below.

Thevision in reviewing and recommending changes for the program must always

be, delivery of credit to very small businessesin the areas of special state concern. If
the bank is doing the job, this should be continued. If loan payments are a problem, these
need to be cleaned up o that funds are available for other clients. If procedures are
cumbersome, they should be streamlined so that more credit can flow. If new providers

will deliver more credit, these avenues should be pursued.

Payment status of loans and followup on past due loans

It is our understanding that lending dowed down since last summer, when Denisvan
Dam, the UNDP staffer who organized the program, left UNDP. Further, severa of the
LEDA gaff and bank staff who had worked on devel oping the loan requests have dso
left. Thefirs step, therefore, isto determine agtarting point, establishing the value and
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quality of theindividua portfalios, including the following current information (31
December 2004 statements, monthly statements to be provided theresfter):

= Liging of loans, including client name, origind baance, origind date, current
outstanding balance, amounts of past due payments

= (Aging of loans if avallable, segmented by 30 — 60 — 90 days and more)

= Discussion of procedures for followup on past due loans, what action has been
taken — for both the retail portfolio and the SME portfolio

= Determineif thereis someone who isin charge of the portfolios, what contact
they have with borrowers

=  Bank'sinterest in lending to the SVIE segment of the market, specific plans,
products, staffing

In determining how to approach the task of collecting on problem loans, severd issues
should be considered. HAMAG may wish to take a different approach in different areas
depending on local partners. Issuesinclude:

= Credit culture — asgnificant point to UNDP was the development of a credit
culture in the areas or specid state concern, that loans should be repaid, and
borrowers pursued for repayment of loans. Thisisapoint for HAMAG, and the
banks, to respect, as applying the guarantee funds and not pursuing borrowers for
repayment will send a bad message that will be remembered much longer than the
loan program. (Notethat it isin HAMAG' sinterest for the loans to be collected,
asthiswill preserve the guarantee capital for additionad SME lending.)

= The UNDP sorigind program, and the language in the trandfer agreemert, is
gpecific in that the guarantee is secondary to collatera, that any collatera or other
guarantees are to be pursued first and exhausted before funds are offset.

= |f thereisasubgantia past due portfolio HAMAG will have to set guiddines on
the banks to work with this. Some of the options appear to be:

0 Review individua cases, particularly for those over 90 days past due, and
encourage the banks to initiate court proceedings, permit offset of deposits
for loans that have been pursued and would otherwise be written off

0 Encourage the bank to follow its regular followup procedures, and to make
monthly reports on individud loan collectionsto HAMAG

0 Separady, or in conjunction with the banks, hire loan collectors. This
option includes, for the retall loans, hiring the UNV's on a part time or per
item bag's, to do followup. A smilar agency sructure, with
compensation, shoud be investigated for the LEDAs aswell.

= The approach sdected may be different for the retail and SME portfolios, and
may include a combination of the three approaches. Regardless, the matter should
not be alowed to fester, and a decisive plan should be quickly presented to the
banks.

Guarantee Deposits



The monies on deposgit with the banks are aso a sgnificant issue. The handover
agreement calls for the cash guarantees to be 105% funded, with interest on the dlocated
funds (i.e., those pledged for guarantee commitments) earning 30% of the one month
LIBID rate. Theinterest rate to be earned on the undlocated funds (additiona monies on
deposit that are not currently pledged for specific guarantees) isto be the LIBID rate less
Y%, higher than before, hence holding the unpledged moniesis not as atractive a benefit
as before.

We note that the funded guarantee was undoubtedly a mgjor attraction of the program to
the participating banks, as their loans are effectively funded to the extent of the guarantee
with cheap, long term money. Thiswould be particularly important to regiond or local
banks, for which the deposits would form a sgnificant part of overdl funding. Thelow
interest rates aso alowed the banks to give preferentid rates to borrowers, if the
unfunded ‘ promise to pay’ guarantee by HAMAG is substituted for the actua deposits,
the loan interest rates will likely rise. Further, the banks do not have the appropriate
funding to provide longer term loans.

Loan sourcing and approval procedure

The transfer agreement as drawn is remarkably prescriptive, dictating not only the loan
and guarantee limits, interest rates, intended recipients, and geographica locations, but
even describing the loan gpprova procedure, directing HAMAG to continue the program
of sourcing loans through the LEDAS, and continuing the credit committee structure
comprising the bank, the LEDA, and HAMAG. A long period of timeis alowed for the
approvad, including:

= LEDASsto provide business plans on borrowers at least 10 days before the
mesting of the Credit Committee

= Credit Committee submits data to the bank at least 15 working days (three weeks)
before the loan is scheduled to be disbursed

= Following bank gpprovd, request for guarantee is submitted to HAMAG, which
isto be issued within 5 working days

The process is cumbersome and redundant, and is unacceptably long by any standards of
customer service for loan approvals or guarantees. (By contrast, HAMAG'sown
procedure cals for advising the bank of an gpprova within 3 days of receiving a
guarantee gpplication.) The trandfer document further speculates that each committee
would meet every 2 — 3 months, which suggests that an gpplicant could wait aslong as
ninety days to get aloan approved.

We recommend the devel opment of a Sgnoff procedure to take the place of the
committee, which could include providing information to al stakeholders a the same
time, even if gpprovas are sequentia. A signoff procedure requires that gpprovas are
obtained from al appropriate parties, but does not require that they physically meet to
consder aloan and guarantee gpplication. If the reviews of loan filesindicate that the
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credit committee is essentiadly forming the loan recommendations rather than just acting
on them (i.e,, reviewing a business plan that has not been andyzed for loan repayment
capability) HAMAG could develop asmple loan andys's procedure focused on the
measurement of debt repayment capacity that could be completed by the LEDA or the
bank.

Program Focus for the Future

Through this transfer agreement UNDP is trying to assure that funds will continue to be
avaladlefor lending in the areas of specid sate concern, and that very smdl businesses
in these economically depressed areas will get some speciad consderation for startup and
expanson. We bdlieve that thisisits main concern, and despite the prescriptiveness of
the transfer agreement, and that UNDP is less concerned with the procedurd format as
with the delivery of thistype of credit.

The eements of the program that should remain congtant are those that reflect the specid
needs of these very smdl businesses, and include:

Program Element Limit Judtification
Loangze € 70,000 Loans are targeted to very smal businesses—
larger limits would attract businesses that
should be able to qualify for credit directly or
with aregular HAMAG guarantee
Percentage Guarantee | 50-70% Thislevel of guarantee has been effectivein
the past to encourage bank participation
Additiona Collaterd 120% of Mord suasion, development of credit culture
ungteed
portion of loan
Funded Guarantee 105% of The “carrot” to the bank to look for loans that
guaranteeamt | otherwise would not be sought out
Geographica Limited to Address particular business devel opment
Redriction target counties | issues caused by war and aftermath

We note that HAMAG aready has a guarantee program for businesses in the areas of
gpecia state concern, which alows for a 70% guarantee of loans of up to Kn 2 million
(about € 263,000), so arguably the UNDP program does not need to be continued at all.
However, the UNDP program will cover those businesses that will be left behind in a
program that alows for larger loans, since the banks have a natura tendency and
economic saf-interest to seek out businesses that can handle larger loans. The
availability of the HAMAG program does suggest, however, that the loan sze of the
UNDP program should not be raised. While some eements of the program are so
beneficid (eg., lowered interest rate, partial self-funding) thet there is a danger thet the
mearket could be skewed, and the low loan ceiling limits this possbility.

The geographical redtriction is perhaps now ingppropriate because we are now some
years after the end of the war, and it is arguable that the program should redly address

19




the problems of very small businesses in economicaly depressed aress, regardless of the
cause of that economic depression. Because of the partia saf-funding nature of the
program, however, the geographica redtriction is advisable for thetime being. In
planning program succession a the end of the four year operating period, however,
HAMAG may wish to continue a UNDP-like program for smal loans with partid
funding for very small busnessesin areas defined as economically depressed, such as
those with high unemployment rates or low per capita gross domestic product. Banks
that are truly interested in lending to companies that cannot qudify for the UNDP
guarantees, can be directed to use HAMAG' s regular guarantee program, as Paus
encourages.

The maintenance of the cash deposts for collaterd, from HAMAG' s perspective, appears
to be the most controversid part of the continued program. Paus notes that guarantees
operate much like insurance, thet relaively few guarantees are caled, hence much less
funding is needed and that funding can and should be leveraged. That is the basis of the
guarantees that HAMAG providesitsdf, and it is clear that the UNDP funds are
effectively being leveraged only at 2:1 (50% deposit for 100% funding) or less (70%
deposit for 100% funding), which is extremely low. (In fact, because the entire guarantee
deposit in each of the banks is not fully utilized, the leverage is even lower.)

As noted above, however, the presence of partid funding isthe carrot that kegps many of
the banks interested in the program, and maintenance of the fundsin the bank is one of
the ways to continue the bank interest in pursuing these very small businessloans. The
transfer agreement indicates that “unused” funds can be transferred to other banks,
including new banks, that are gpproving loans to qudified borrowers. We suggest that a
deadline be s, perhaps six months after the transfer agreement is effected, that funding
over the 105% limit be swept out of the banksto a centra account until used, but that this
not be implemented for the banks that have continued to be active in the program and
sourcing new borrowers.  Thiswould be the “stick” to encourage the banks to be actively
seeking new clients, rather than passively waiting for qualified clients to be presented to
them. The presence of targets and goas will be important to measure bank interest and
participation.

Continued Participation of the LEDAS

The LEDAS or other local business service providers were origindly included in the
UNDP program because of their developmentd interest in working with very small
businesses. A subgtantial amount of the business development and ded qudifying work
was assigned to them, while the banks took a more passiverole. The banks at this point
are more sophigticated and are better able to source and qualify loan prospects, thusthe
LEDAs may not be key to the process anymore. However, we believe that they may ill
be able to play an important role in finding and qualifying very smdl busnesses that the
banks might otherwise miss. An important issue for the LEDAS s covering expenses. in
the past the UNDP paid for much of their operations, and it is unredigtic to think that the
LEDAs can do thisloan prospecting work on an uncompensated basis. We would
recommend that HAMAG plan to pay a percentage or flat fee to the LEDA for dedls that
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originate with them that are approved and closed, and consider this an appropriate use of
the interest earnings/technical assstance money. (We are not suggesting that this be done
for businesses that receive HAMAG guarantees under its regular programs. Insuch a
case the business itsalf can and should pay for assstance that it receives from any
business service provider.)

We a0 note that the banks do have an incentive to work with the LEDAS, in thet dl
banks are looking to develop a network for business referrds. 1n the case of the UNDP
loans, cooperation for the bank additionally would mean that the increased activity would
help it maintain its unalocated depogts.

Participation of Other Banks and Business Assistance Providers

The UNDP program was unusud in that it desgnated only one pair of service providers

in ech region. Generdly speaking it is preferable for programs to be open to more than
one provider, because competition encourages more program use and more seeking out of
clients. In this case, given the limited man-resources of UNDP and the newness of the
credit, the limitations of the program were more understandable.

At this point however, a broadening of the program is desirable, both because some banks
and LEDAs are not interested in the market segment anymore, and because new

providers may be more active in sourcing qudified clients. We would recommend that

the program be opened up, but with certain cavedats:

= Attention should not be diverted from the new HAMAG prograns. HAMAG is
currently publicizing the terms of its new guarantee programs which have much
greater coverage, geographicaly and financidly, than the UNDP programs. For
this reason any expansion of the UNDP program to other banks should be
delayed for severa months.

» |nsome aress the bank may be doing an effective job of finding and approving
loans for the target businesses. 1n these areas the bank’ s efforts should be
rewarded by continuing the exclugvity of the reaionship.

» Theredrictive program terms should not be eased or lifted. The program is
targeted to a very narrow group of deserving clients, and should not be used to
accomplish other bank expansion interests.

= The program does not have to be broadly opened up —i.e,, whilein certain areas
it may be advisable to invite new banks to participate, it is not necessary to make
thisapublicized, broad invitation.

= Guarantee funding would only be provided to new banks as and when loans were
approved, and would not be provided in advance.

The chart below shows the relative importance of the UNDP funds to the banks. In
generd the funds are not a significant funding source for any of the banks, and is

minuscule for Nova Banka. Based on 2002 year end Satistics (2003 and 2004 figures are
not available on the website) the deposits are about 3% of Pozeska Banka' sterm
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deposits. We note, however, that these funds are unusud in that they arelong term
funding, and in that sense are not replaceable.

Croatia | Jadranka Nova Pozeska
Total Assets 30-09-04 (HRK 000 1,492,688 | 1,587,443 | 5,604,460 429,444
omitted)
€ Equivalent at Kn 7.55/ €1 (000 197,707 210,257 | 742,313 56,880
omitted)
€ Amount of UNDP deposits ($ 1,898 1,629 533 1,195
deposits converted at $1.30/€1) (000
omitted)
UNDP fundsasa % of assets 0.960% 0.775% 0.072% 2.101%

Summary of Recommendations for Assumption of UNDP Loan
Program

1. Theoverarching reason for HAMAG' s assumption of the UNDP program is for
the maintenance of afavorable loan program for very small busnessesin aress of
specia date concern to get financing. All steps and changes to the program
should be made with this continued purpose in mind.

2. Submit aclause for insartion in the Transfer agreement indicating that HAMAG
will develop a guarantee approval procedure or procedures for each bank that will
replace the guarantee approva procedure described in Annex 11 of the Trandfer
Agreement. The new procedure or procedures will not ater the amounts,
intended beneficiaries, or geographicd limits as described in the Agreement

3. Propose adausethat HAMAG will review the exigting relationships and may
suspend some of the relationships ether immediately or within the year.
HAMAG will dso develop subgtitute relationships, and may develop multiple
relationships.

4. Continue meetings with the banks and LEDAS to confirm interest in the program
and status of loan portfolios.

5. Tranamit loan information from the individua banksto HAMAG system, obtain
monthly updates.

6. Formulate a plan with each bank and LEDA on aworking rdationship for the
future. Thismay range from leaving the exising structure in place, setting
activity targets to be met within a certain period of time (sx monthsto ayear) or
suspending the program (actively pursuing past due clients, withdrawing
unpledged funds).

7. Develop an expedited guarantee approva procedure or procedures. This may
include sequential Sgnoffs by e-mail, aswell as the creation of a new gpprova
procedure based on a debt coverage measure, credit scoring, and credit references.

8. Tak with banks and business assstance providersin areas tha are not being
served well about entering the program. Note: this should not interfere with the
current promotion of the new HAMAG guarantee programs, and this should not
ever be perceived as a subgtitute for those programs.




Assessment of the HAMAG Database and MIS Capabilities

Summary

HAMAG operates two primary systems;, the guarantee system and accounting system.
These two systems contain the mgority of customer information, loan data, generd
accounting data and transaction history. The systems support the operations of HAMAG
quite well. Recently the agency has successfully developed a new Windows-based

verson of its guarantee and activation system. Prior to this verson of the software,
HAMAG operated a custom developed DOS-based system running on a FoxPro database
management sysem (DBMS) which is dill in use for activations but the system will
eventudly go away as datais migrated to the new system.

The results of the sudy are very postive. HAMAG has done a number of things quite
well with regard to the new verson of the software and management of ther IT
infragiructure. Some positive aspects of our findings include:

Management ill levels are high;

The software is high qudity;

System security is enforced;

The agency understands the relevance and importance of information technology; and
High levd of cooperation among units

bk owbdpE

There are some things HAMAG might consider doing better:

Backup and Recovery — end of day back up isaminima leve of disaster recovery and
not sufficient to support the needs of the agency. HAMAG should consider amore
comprehensive backup of the production server and off Site at another location.

Physica Security of the Server — the production server is located on the floor in the
corridor outsde the IT anayst’s office in the main public areaof HAMAG. With ahigh
volume of foot traffic dong that hal, the agency risks damage to the server by people
kicking or dropping something on the machine.

System Documentation — currently the system is not documented. HAMAG must make it
apriority to have the vendor provide system documentation so future work can be
performed by other programmers or agency staff.

The plan to move the UNDP/EU Guarantee Program into HAMAG will have some
implicationsfor the IT system due to some fundamenta differencesin how the two
organizations operate. Theimpact fals primarily in three mgor areas; deposit of

guarantee funds to the partner banks, monthly reporting on actua 1oan repayments, and
data entry of UNDP/EU loans and guarantees. Fortunately HAMAG has demonstrated it
can accommodate any changes the UNDP program or organic growth may require in the
future.
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General Overview of the Project

This diagnogtic review was conducted over afive-day period in January, 2005 during an
as=ssment of HAMAG s indtitutiond cgpabilities with regard to: the impending takeover
of the UNDP/ EU Guarantee funds; its database and MIS; HAMAG' s guarantee
origination and approva process,; and its guarantee portfolio annual review process. The
objective of the assgnment wasto evauate HAMAG' s current loan guarantee and
activation software system, paying particular attention to its database and MIS so that
HAMAG can accommodate the additiond guaranteed |oans from the UNDP/EU funds
and increased organic growth in the coming years.

Thetime for the project was short and we needed to cover as much information as
possible in order to make an assessment and draw some conclusions. Given the short
length of stay at the agency, the process we followed was a series of interviews withkey
people from areas within HAMAG' s departments with more time spent with IT
operations. These interviews were comprehensive and covered awide range of topics
about specific systems relevant to the sustainable growth of HAMAG and the
introduction of the UNDP/EU program into the agency.

We were able to gain asgnificant amount of understanding from this group asto the
generd gtructure, functions, and operations of HAMAG'sIT sysem. Thetiming of the
assessment proved a benefit to the agency and the evauation team. HAMAG recently
placed its new Windows based software into production and was able to demonstrate new
enhancements and improvements to functiondity.

During the diagnostic, we looked at the following systems:

= Guarantee gpplication and processing
= Guarantee activation
= Accounting and bookkeeping

These systems support the operations of HAMAG quite well. Most of the agency’s
operations are supported by the guarantee and the accounting system. These two systems
contain the mgority of customer information, loan data, genera accounting data and
transaction history. A more detailed description of these systemsiis provided under the
Generd Information Systems Overview. To accomplish the assessment we organized our
andysisto capture as much information as possible in the shortest amount of time. For
each area of study we looked at the following factors:

Applicaions

Data Bases
Hardware/Communications
Back up/Recovery
Security



= Reports

In addition to the interviews, we aso spent time examining the physicd infrastructure
and gpplications critical to the agency’ s success. Thisincluded a demondration of the
software and review of where the agency operates its main production server, data base
server, and backup fecility.

The remainder of this report covers our findings and recommendations. There are two
sectionsto thereport. The first section focuses on the diagnostic review of the IT
systems from a sustainability and organic growth perspective. Within this section, we
describe the overdl I T infragtructure in detail and present some findings and
observations.

The second section examines the implications for introducing new functiondities
anticipated in the future. Specificaly changes to business practices and policies
regarding bank reporting and the integration of the UNDP/EU guarantee will represent
modifications to the existing software.

Information Systems Diagnostic Review
General Information Systems Overview

HAMAG'sIT operations are centralized at its head officein Zagreb. Although the
agency haslocetions in other regions no information processing occurs in the field
offices. HAMAG has no immediate plans to distribute its data processing to these
offices. All guarantee gpplications, activations, and paymerts are performed at
headquarters and processed centrally by the staff.

The IT department has one full time staff person that splits her time between managing
the systems and business andyss. Much of her duties over the past year have involved
devel oping requirements and working with the software vendor to devel op the Windows
verson of the system. The new software was primarily developed by one third party
programmer, Slon Ing, and particularly its president, Slobodan Loncarevic, working with
the HAMAG andys. The agency aso out-sourcesits infrastructure support to aloca
vendor who maintains the server, desktops, and local area network (LAN). Discussions
with the IT andys indicate that HAMAG did not use a andard system devel opment
methodology in the new software development since the objective was to trangtion the
exact same functiondity from the old system.

Applications

HAMAG has successfully developed a new Windows-based version of its guarantee and
activation sysem. Prior to this verson of the software, HAMAG operated a custom
developed DOS-based system running on a FoxPro DBMS. This sysemis il in usefor
activations and some payment processing but the agency will eventualy sunset this
gpplication. The FoxPro system had flaws within the data base. Some of the indexes
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where corrupted resulting in some broken links and garbled data. The structure of the
data base dso dlowed for double entry of information which resulted in duplicate
records. These problems have been sorted out in the new version of the software due to
diligent andyss of HAMAG and the programmer.

The new software is dso custom developed using Visud Basic programming language
and MS Access DBMS. The system is hierarchically designed around data and
processing associated with guarantees. The software aso flows logically and consstently
with the way the agency does business. The system supports al processes within
HAMAG induding but not limited to:

Inputting guarantee applications, loan information and customer information;
Processing gpplications including document tracking and inventory;
Anayss of loansinduding recording of cusomer financid datements;
Satidtica analyss of guarantees and activations,

Activation management and preparatior;

Accounting and bookkeeping functions; and

Reporting.

The system also allows users to track guarantees by bank, source of funds, program
designation, location and industry type. Some new features have aso been added to the
Windows verson indluding automatic generation of pro forma payment schedules for the
loans, collateral valuation and expected required vaue, and automatic currency
converson carried throughout the system.

The new system isdmost compete and is currently being used to enter guarantee
gpplications under the new programs. The old FoxPro system is ill aso in operation
supporting the old guarantee schemes and will continue to support these commitments
until the data can be converted over to the new application and outstanding modules
completed. Mgor modules till under condruction include a specid facility for
activation andys's, some reports, and the online user help function.

The Window version is asgnificant improvement over the FoxPro system acrossa
variety of measuresinduding user friendliness, new features and functiondity, amore
stable and expandable data base, and higher levels of integration among the modules and
the accounting system. In the new system, users will be able to authorize activation
payment in the guarantee system after loan analysis and the payment will automatically
update to the accounting system. Although not complete, afull two-way integration with
the accounting system is planned.

The other mgjor gpplication in HAMAG is the accounting and bookkeeping system. The
software isacommercid package purchased from InfoArt in Croatia and modified for the
agency’suse. The system performs al accounts payable and accounts receivable
functions as well as asset management, tracking revenues and expenses, anayss, and
preparation of baance sheet and income statements annudly.



Another improvement over the FoxPro system is control over data entry and data
processng. The new software enforces data and referentid integrity making it

impossible for users to make inappropriate entriesinto fields. For example, users cannot
enter dpha-numeric characters into numeric fields. The system will aso not dlow

certain functions to be performed until dependent actions have been taken. For example,
a guarantee contract cannot be generated in the system (which is done automeaticaly)

until al the gpprovas have been recorded and al the documents accounted for in the
software. Likewise, activations cannot be committed in the software until the authorized
managers and legal opinions have been recorded, documents confirmed, and al payments
entered.

Data Bases

The old DOS-based system has operated on a FoxPro DBMS since the agency’s
inception. This data base had been adequate for the purposes of HAMAG in the past but
the new software required a more robust DBMS. FoxPro is a passive data base with little
flexibility and limited functiondity. The other problem isthat FoxPro does not scae well
and athough no performance problems were reported; as the data base grows the quaity
and speed degrade over time. The data base aso experienced some problems with double
entry of information and broken indexed leading to minor deta corruption. These

problems are reportedly resolved as aresult of the new system. The data base will be
abandoned when the guarantees and activations are migrated to the Windows software

and the new system isfully operationd.

The new databaseis MS Access. This choice is an improvement over FoxPro but
Access is dso apassve data base with limited functiondity. Fortunatdy with Access the
agency is better able to scale the organization and design better data management features
into the system. On a cost/benefit basis, Accessis agood decison and right-sized for
HAMAG. Any larger DBMS such as SQL Server, Oracle, or Sybase would be
sgnificantly more expensive and unjustifiable as these DBMS s are more expensive to
purchase and maintain. For the purposes of the agency’ s operations, the features and
functiondlity of these data bases would be underutilized. Another positive aspect of MS
Accessis ease of creating new tables and records. HAMAG can modify and expand the
data base quickly and easlly as the needs of the organization evolve.

Hardware/Communications

The agency operates two-tiered client/server architecture with the production applications
and data base resident on a network server. The desktop computers are all connected to
the server over the LAN. The Operating System is Windows 2000 Server. The
production server is HP Proliant ML 350 with 3x36 GB HDD, 2.0 GB RAM, 2.8 Ghz
XION processor with mirroring. The desktops are dl Pentium 4 PCs/workgtations with
Windows XP. Repeated attempts to determine the type of local area network operating
within HAMAG proved unproductive. TheIT analyst was not able to provide this
information and the vendor continued to ing st that the operating system was Windows
2000. Unfortunately this response had nothing to do with the network and therefore the
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type of LAN was never determined, but also of little consequence to the overal
assessment of the system.

All hardware, operating system, and DBMS are two years old or less. With twenty
employeesin the organization every aff member hasaPC. Within the last two months,
HAMAG has aso purchased and refreshed eight new desktop computers. The server is
aso reatively new (within the last eighteen months) and has enough processing capecity
and disk space to support organic growth and infusion of the UNDP/EU guarantee
program without difficulty. For the foreseeable future, the hardware will be able to
support HAMAG and will likely need to be replaced due to age rather than capacity in
the coming years.

Back up/Recovery

The IT andyst performs system backups every night and weekly to tape that is stored
next to the server in the agency. Monthly tapes are dso sent to a secured vault a
Zagrebacka Banka. The agency has no off-ste disaster recovery or business continuation
facility. HAMAG dso hasno red time (*hot”) back up of the production server or
failover server in ther current architecture. The hard disks are mirrored providing some
level of redundancy.

Security

System security is generdly good. All users are required to log onto their computers
using Windows XP ID and password and access to the system is control by another log in
layer. Passwords are minimum length of seven apha-numeric characters. Users have
access to different modules and functions depending on their log in which istied to their
department, position, and role within the organization. Users are not alowed to perform
procedures or enter data unless authorized. In cases where users are not permitted to edit
or cregte entries, the information in the sysem is read only.

Although the gpplication level security is up to industry standards, there was no evidence
that the system maintained audit trails or logs of transactions beyond recording user log
on and log off.

Reports

The reporting module appears to be robust with aszable list of standard reports for
individua guarantees and the portfolio asawhole.  As previoudy mentioned the reports
can dimension the data long awide array of criteria The reporting module was
developed using Crysta Reports, acommercidly available report writer that isaso
embedded in the system for ad hoc queries of the DBMS and custom reports. With
Crystd Reports, HAMAG will have substantialy greater capacity to easily and quickly
generate reports for management and stakehol ders without time consuming programming
or elaborate data base queries and manipulation.
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Findings and Conclusions

HAMAG does somethingsvery well.

There are many aspects of the IT organization which should be highlighted positively.
No organization does everything perfectly, but no organization does everything wrong
ether. Infact, HAMAG shows signsof good IT management and the potentia to grow
the agency into the future. Some positive agpects of our findings include:

1.

Management skill levels ar e high — we found the staff we spoke with to be
competent, knowledgeable, rdlaively current with the most recent trendsin
technology, innovative and candid about the state of thelr operations. Thisisa
positive finding Since we can conclude that the agency will be responsive to
changesin its environment and innovative in finding workable solutions in the
future. We can conclude that HAMAG has demongtrated its ability to further
enhance or modify the gpplications as business requirements change.

The softwar eis high quality — the new Windows-based verson of the guarantee
systemiswell donein terms of features and functiondity, user friendliness,

logica work and application flow, robust data entry capabilities, and quantity of
reports. Crysta Reports will further enhance the agency’ s ability to generate ad
hoc queries and to do further dataandyss. Also, the system alows usersto
download reports into Exce spreadsheets for further anaysis.

System security is enfor ced — the system enforces User 1D and password for
everyone usng the sysem. Thereisapermissoning table that mantainsal
access to aress of the system based on User ID and role of the employee. The
system cannot be broken into easily and no guest passwords are ever issued.

The agency under stands the relevance and impor tance of information
technology — management has placed a high priority on technology as evidenced
by the investment made in the new software. Development of custom
applicationsis neither quick nor cheap. HAMAG has demonstrated its
commitment through this investment and by equipping dl its employees with
computers, most of which are less than two years old with eight PCs purchased
within the past three months.

High level of cooperation among units — was evident throughout our andysis.
While thereis little sysems integration, the cooperation among unitsis very high.
There gppears to be a spirit of unity within the agency and most of the inter-
departmentd rivaries were not evident during the five days. It was adso clear that
with the new guarantee programs, the units work together to ensure the success of
the project. We saw no evidence of a breakdown in communications among the
groups.
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Thereare somethingsHAMAG might consider doing better.

Backup and Recovery

At the end of every day, the agency backs up the data base to magnetic tape. These
media are stored in the head office building. Certainly thisisacritical issue that requires
immediate atention. Thereis no live backup server to take over if the production
application server fails. Thislack of production backup can have serious consequences if
thereisaloss of processng.

End of day back upisaminimd leve of disaster recovery, and isnot sufficient to
support the needs of the agency. In the event of aloss, the best restoration of data would
be to the last businessday. If the headquartersislogt, the best verson of the data would
be one month old. Reports would not reflect the true financid position of the agency.
Great effort and expense would be required to recreate every transaction. All of these
inconveniences would play themsalves out againgt a back drop of reputation risk.
HAMAG should consider alive backup of the production server off Site at another
location. If thereisafailure or loss of Ste a home office, the off Site server will be able
to restore the system to the last transaction.

Physca Security of the Sever

The production server is located on the floor in the corridor outsde the IT analyst’s office
inthe main public areaof HAMAG. The server aso protrudes beyond its position
directly in front of a photocopying machine. With a high volume of foot traffic dong

that hdl, the agency risks damage to the server by people kicking or dropping something
on the machine. The uninterrupted power supply (UPS) isdso in the halway. Damage
or disconnection can aso occur with this device. No accommodation has been made for
ar conditioning or dust leaving the server vulnerable to failure or accelerated weer.
Findly, the server has no physica access security. Whileit is true that accessto the
building is controlled by a guard, once people are insde there is nothing preventing
persons from reaching the server.

The entire arrangement must be relocated to a more secure area and enclosed in aclimate
controlled area. Accessto the server should be restricted to authorized personnd only
with the door controlled by ether key or keyless eectronic code/card.

System Documentation

Currently the system is not documented. Since HAMAG intended to convert everything
from the DOS-based application to the new software, much of this work was performed
without the benefit of programming specifications. There are no gpplication architecture
diagrams and no logical datamode. The entire system functiondity and design resdes
in the third party programmer’s head. If that person leaves the cumulative knowledge of
how the software works, handles and stores data, and interfaces with the accounting



sysemwill belost. HAMAG must make it a priority to have the vendor provide system
documentation so future work can be performed by other programmers or agency staff.
The IT andys did indicate that the contract with the vendor requires documentation for
the system; this deliverable had not been completed. This documentation should be
higher priority for HAMAG since the agency is at risk now without proper backup of
their sysem design.

Implications for UNDP/EU Guarantee Program

The plan to move the UNDP/EU Guarantee Program into HAMAG will have some
implicationsfor the I T system due to some fundamenta differencesin how the two
organizations operate. While the move will require additiona programming and system
modifications, HAMAG's current vendor and staff have demondirated they are more than
capable of accommodating the changes to the system. These changes have been
communicated to the IT andys but little has yet been done to fully understand the
requirements of the UNDP program and how much modification to the software will be
required. Itisaso till not clear if the program will remain intact once absorbed by
HAMAG or integrated into the existing guarantee schemes by shedding bank
relationships and establishing new guarantees under the HAMAG program. Regardless
of thefina form for the UNDP program, there are three mgor consderations that need to
be addressed by HAMAG sooner rather than later.

1. The UNDP/EU program deposits guarantee funds into accounts in the partner
banks. These funds earn interest that is then used by UNDP to offset expenses
and reinvest in the guarantee program. Partner banks report interest earned on
these accounts through monthly bank statements. HAMAG does not operate in
this manner and will need to modify the accounting system by cregting
corresponding asset accounts on its genera ledger and posting earned interest to
those accounts.

2. The banks aso report actua repayment to the guaranteed loans on the same
schedule. Some modification to the guarantee syster may aso be necessary
depending on how HAMAG wants to track actua payment performance against
loans. This modification may involve creating screens to capture actua payments
aong with the system generated pro forma payment schedule. HAMAG will dso
need to create new reports to monitor actua loan performance.

3. The UNDP has no automated accounting or record keeping system for its
program. All bank correspondence, statements, loan documentation, and
guarantee contracts are hard copy files. HAMAG will have a 9gnificant ad time
consuming data entry process to load the UNDP loans into its system. It will also
be necessary at thistime to congruct the ability to identify UNDP loansin the
system so the portfolio can be tracked and examined separately. It is expected
that HAMAG will work with each of the four banks in the program to adapt their
records. At best thiswill be an easy dectronic trandfer; at worgt thiswill be an
extensve data entry exercise.

31



The above areas of concern are certainly not justification to abandon the UNDP program
but more research will have to be performed to determineif other business rules or
procedures exigt in the UNDP portfolio that will impact the sysem. Fortunately

HAMAG iswell positioned to accommodate any changes the UNDP program or organic
growth may requirein the future.
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